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The Euro Area Crisis Five Years After the Original Sin

Athanasios Orphanides*

Abstract

Why did Europe fail to manage the euro area crisis and what lessons can be
drawn from this failure for Europe’s future? Studying the EU/IMF program that
was imposed on Greece in May 2010 — the original sin of the crisis — highlights
both the nature of the problem and the difficulty in resolving it. The mismanage-
ment can be traced to the flawed political structure of the euro area that permit-
ted governments of some member states to exploit problems in other member
states that share the common currency. Undue influence of key euro area govern-
ments compromised the IMF’s role to the detriment of other member states and
the euro area as a whole. Rather than help Greece, the May 2010 program was
designed to protect specific political and financial interests in other member
states. The ease with which the euro was exploited to shift losses from one mem-
ber state to another and the absence of a corrective mechanism render the current
framework unsustainable. In its current form, the euro poses a threat to the Euro-
pean project.

Die Krise im Euroraum fiinf Jahre nach der ,,Original Sin*
Zusammenfassung

Weshalb scheiterte Europa daran, die Euro-Krise zu bewailtigen, und welche
Lehren konnen aus diesem Scheitern fiir Europas Zukunft gezogen werden? Das
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Studium des EU/IWF Programmes, das Griechenland im Mai 2010 auferlegt wur-
de (die Erbslinde der Krise), zeigt sowohl die Natur des Problems als auch die
Schwierigkeit, es zu 16sen, auf. Das Missmanagement kann auf die fehlerhafte po-
litische Struktur des Euroraums zurtickverfolgt werden, die es zulie}, dass Regie-
rungen mancher Mitgliedstaaten die Probleme in anderen Landern des einheit-
lichen Wihrungsraums ausnutzten. UberméBiger Einfluss der wichtigsten Regie-
rungen des Euroraums beeintrichtigte die Rolle des IWF zum Nachteil der
anderen Mitgliedstaaten und des Euroraums als Ganzes. Anstatt Griechenland zu
helfen, wurde das Programm vom Mai 2010 dazu entworfen, bestimmte politische
und finanzielle Interessen anderer Mitgliedstaaten zu schiitzen. Die Leichtigkeit,
mit welcher der Euro ausgenutzt wurde, um Verluste von einem Mitgliedstaat zum
anderen zu schieben, und das Fehlen eines Korrekturmechanismus machen den
aktuellen Rahmen untragbar. In seiner aktuellen Verfasstheit stellt der Euro eine
Gefahr fir das europiische Projekt dar.

Keywords: IMF lending, Greece, Germany, European Union, euro, austerity, debt
sustainability, systemic exemption, contagion.

JEL Classification: D72, E32, E65, F34, G01, H12, H63.

I. Introduction

Five years after the beginning of the euro area crisis the outlook for the
common currency looks bleak. The euro has failed its first major test
since its introduction. Rather than promote prosperity in Europe, the
euro has trapped numerous euro area member states into a protracted
slump. Rather than promote the euro area’s economic strength in the
global economy, the euro has sapped economic potential, leading to a
widening gap in economic performance relative to other economies.
Rather than complete the European project, the euro has promoted mis-
trust among the people of Europe and contributed to the disintegration
of the euro area.

What are the causes of this failure? Study of the failed IMF/EU pro-
gram that was imposed on Greece in May 2010 - the original sin of the
crisis — provides rich information that can help explain both the nature
of the problem and the difficulty regarding its resolution. Information
that is now in the public domain can shed light on how and why flawed
decisions were made during the crisis. The analysis suggests that mis-
management of the crisis can be traced to the political structure of the
euro area that leveraged the power of some member state governments
against the interests of other member states and the euro area as a whole.

Given its accumulated experience in crisis management, the IMF could
have helped contain the crisis and resolve it effectively. By applying its
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established lending framework, the IMF could have guided the imple-
mentation of a program which would have resolved the Greek crisis suc-
cessfully. One aspect of the European tragedy is that undue influence of
specific euro area governments in managing the IMF rendered the role of
the IMF counterproductive. Rather than help the euro area member
states requesting assistance, IMF decisions were guided by competing in-
terests of other euro area governments. The original sin of the crisis
would not have been possible, had the IMF not circumvented its own es-
tablished rules by introducing a deeply flawed “systemic exemption” to
its lending framework. Using a legitimate concern - the risk of contagion
— as a pretext, the IMF underwrote a program that shifted crisis losses
that would have been borne by other euro area member states to Greece,
precipitating the economic collapse of the country and creating a prece-
dent for subsequent mismanagement of the euro area crisis.

This paper revisits the original sin of the crisis, examines the economic
and political origins of associated decisions and discusses the threat
posed by the current functioning of the euro for the future.l It concludes
that the ease with which the euro was exploited to shift crisis-related
costs from one member state to another, the continued denial by the Eu-
ropean establishment to acknowledge the problem and the absence of a
corrective mechanism that could restore rudimentary respect of Europe-
an ideals, render the current framework unsustainable. In its current
form, the euro poses a threat to the European project.

II. Why Europe Failed?

The creation of the European economic and monetary union (EMU)
was based primarily on political criteria. Prominent economists, includ-
ing supporters of the European project, had expressed serious misgivings
about the adoption of the common currency even before the introduction
of the euro.2 In 1996, Rudi Dornbusch concluded: “If there was ever a bad

1 Numerous authors have contributed to a growing literature that covers differ-
ent aspects of the crisis. Recent contributions include Bini-Smaghi (2013),
Temin/Vines (2013), O’Rourke/Taylor (2013), Friedman (2014), Orphanides (2014),
Pisani-Ferry (2014), Soros (2014), Wolf (2014), Wyplosz (2014), Bluestein (2015)
and Eichengreen (2015).

2 Examples include Dornbusch (1996), Feldstein (1997), Friedman (1997) and
Krugman (1998). Jonung/Drea (2010) document in detail the skepticism reflected
among economists based in the United States. Concerns were also expressed
among economists in Europe. In Germany, for example, 62 professors issued a
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idea, EMU is it.” However, the first decade of the euro was generally seen
as a success and on the basis of that performance the case against the
euro appeared weaker (Issing (2010)). What caused the subsequent fail-
ure?

The global financial crisis that rattled the global economy in 2008 was
the first major test for the euro since its introduction in 1999. The crisis
exposed fragilities in numerous economies that persisted even after the
global economy started to recover a year later. The first wave of problems
in the euro area threatened the banking sector, especially in Germany,
the Netherlands, Belgium and Ireland. In Germany, the collapse of bank-
ing institutions, particularly ones with close links to the government,
forced Chancellor Merkel’s government to engineer costly bailouts of
German bankers which were paid for by taxpayers, fueling public resent-
ment. Managing German public opinion to preserve the political success
of the Chancellor’s government would prove decisive for the subsequent
handling of the euro area crisis. But the issue that marked the beginning
of the euro area crisis was of a different nature. It was a straightforward
fiscal problem in one of the smaller member states of the euro area —
Greece.

At the end of 2009, Greece faced questions about the sustainability of
its government debt, becoming the first euro area member state requiring
IMF assistance. Greece faced many of the macroeconomic problems com-
monly encountered in countries turning to the IMF for help. Accumulat-
ed populist spending had led to sustained budget deficits and current
account deficits, a loss of competitiveness and an overvalued real ex-
change rate. However, the fact that Greece was in the euro area created
some uncommon challenges. Importantly, as a member of the euro area,
Greece had relinquished control of its own monetary policy and ex-
change rate policy — tools which could have been used to defuse the cri-
sis. The design and implementation of an IMF program for Greece re-
quired coordination of policies with other euro area governments and
institutions. The resulting complications led to decisions by euro area
governments and institutions and the IMF that transformed the problem
from what could have been handled as an ordinary IMF program for
Greece in 2010 into a systemic crisis for the euro area as a whole. How
and why did this happen?

public warning against the introduction of the euro in 1992. In February 1998, af-
ter the decision had been taken, 155 economists published an open letter entitled
“The euro is coming too early” (Issing (2010)).
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The common currency eliminated important mechanisms that an indi-
vidual country could normally rely on to defuse a crisis, such as mone-
tary and exchange rate policy. The euro tied member states together, ele-
vating the importance of cooperation among governments for proper cri-
sis management. However the proper framework for this cooperation was
lacking. The absence of a crisis management mechanism generated the
need for addressing questions not foreseen in the European Union Treaty.
Since unanimous agreement of the member states is effectively required
to address many such questions, the governments of other euro area
member states acquired an outsized influence on the management of the
crisis in Greece. This established a precedent and dominated decision
making throughout the crisis, including when other euro area member
states subsequently were forced to seek temporary assistance from the
IMF. In contrast to situations facing crisis-stricken countries elsewhere,
the design and implementation of an IMF program for Greece (and sub-
sequently for other euro area member states) effectively became subject
to the approval of each of the other governments of the euro area. The
result was the domination of the decision making process by competing
and conflicting financial and political interests among member states of
the euro area.

A key question in every crisis is who pays the cost associated with its
resolution. Any crisis involves economic costs and financial losses that
must be recognized and managed. The process unavoidably also creates
political costs. Proper crisis management should aim to minimize the to-
tal economic cost and manage a fair distribution of losses across time
and across stakeholders. However, in the euro area no institution or gov-
ernment has the responsibility or the authority to take decisions to that
effect. Governments of individual member states are accountable to and
have the responsibility to serve the interests of citizens in their own
states. Political survival of elected governments demands that leaders in
any member state focus on voters and public opinion in their own state,
regardless of whether this leads to decisions that are harmful for other
states. Politics generates incentives for diverting losses among different
groups of stakeholders and among different euro area member states.

In the euro area, the crisis created opportunities for some member state
governments that could be exploited for their own narrow political inter-
ests, to the detriment of the euro area as a whole. The euro led to the tri-
umph of local politics — politics at the level of individual member states.
Rather than work together towards containing total crisis-related losses,
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politics led some governments to focus on shifting losses to others. The
result was unfortunate but predictable: Massive destruction in some
member states, and a considerably higher total cost for Europe as a
whole.

III. Winners and Losers

A comparison of recent data and IMF projections of real GDP across
different economies highlights the results of the crisis mismanagement in
the euro area and is suggestive of the relative success of various govern-
ments to protect their own interests. Looking first at the euro area as a
whole, Figure 1 compares the euro area with the United States - the
economy most directly comparable to the euro area in many respects. As
can be seen, while the performance of the two economies tracked each
other during the first decade of the euro, since the beginning of the euro
area crisis their performance diverged significantly, with a gap that is
projected to widen during the rest of this decade.? Using the US as a
benchmark of what could be achieved with reasonable macroeconomic
policy and crisis management, the figure suggests that the mismanage-
ment of the crisis in the euro area has generated a sustained annual loss
of about 10 percent of GDP per person.4

Figure 1 is informative of the adverse consequences of the crisis for the
euro area as a whole, but obscures critical distributional effects of the
euro area’s malfunction. One view of the distributional effects is present-
ed in Figure 2. The figure compares the data and projections for the four
largest member states, which together represent about 80 percent of euro
area GDP. The data and projections reveal large and sustained differenc-
es among these economies. The crisis has created winners and losers.
Among euro area member states, Germany has been by far the biggest

3 The data and forecasts are from the IMF’s April 2015 World Economic Out-
look database. For the euro area, the series plotted represents the weighted aver-
age of the 12 original member states (Germany, France, Italy, Spain, Netherlands,
Belgium, Greece, Austria, Ireland, Portugal, Finland, and Luxemburg). This ex-
cludes member states that have joined the euro area since 2007.

4 To be sure, such comparisons must be interpreted with caution. A detailed
macroeconometric model would be needed to assess how much of the difference in
performance is due to mismanagement and how much could potentially be attrib-
uted to other factors. The task is further complicated by the fact that much of the
change in GDP reflects downward revisions in estimates of potential GDP, beyond
the usual cyclical factors. See Ball (2014) for a detailed discussion of this “long-
term damage” in OECD countries.
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Figure 1: Real GDP per Person: United States vs Euro Area
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Figure 2: Real GDP per Person: Largest Euro Area Member States
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Figure 3: Real GDP per Person: Germany vs Euro Area Excluding Germany

and perhaps the only winner of the crisis. Indeed, among the largest four
member states, Germany is the only economy that appears to have satis-
factorily recovered from the global financial crisis. Compared to Germa-
ny, France has fallen behind and only recently recovered to its pre-crisis
GDP per person level. Spain and Italy have done even worse. By the end
of this decade, the gap between per capita GDP in Italy and Germany is
projected to be around 25 percent, relative to their pre-crisis levels in
2007. Even more startling is the observation that Italian real GDP per
person not only lags its pre-crisis level but has fallen below the level that
prevailed when the euro was introduced in 1999 and is only expected to
match its 1999 level towards the end of the decade.

The difference between Germany and other large euro area economies
suggests an alternative way to classify winners and losers: Germany vs
the rest. Figure 3 offers this comparison, superimposing also the perfor-
mance of the United States, reproduced from Figure 1. The comparison
suggests that it is incorrect to infer that the mismanagement of the euro
area crisis has been harmful to all member states. A more accurate rep-
resentation is that the mismanagement of the euro area crisis has bene-
fited Germany to the detriment of the rest of the euro area. Taking the
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Figure 4: Winners and Losers of the Crisis

performance of the US as a benchmark, the benefit to Germany can be
measured as the degree to which German GDP per person has outper-
formed that of the US.The substantial cost for the rest of the euro area
is also evident. Overall, the outcome of the euro area crisis has been to
create a persistent 15 percent gap in GDP per person between Germany
and the rest of the dozen countries that originally formed the euro area.

What about Greece? Figure 4 compares quarterly real GDP data for
Germany, Greece and the euro area as a whole, indexed to equal 100 at
the end of 2007. The result of the IMF/EU program in May 2010 has been
a monumental failure, comparable to the worst ever macroeconomic pol-
icy disasters. Real GDP in Greece has declined by over one quarter since
the beginning of the global financial crisis. The destruction is of Great
Depression proportions, comparable to the worst among experiences
around the world during the 1930s. Restricting attention to the history of
modern Greece alone, the drop in GDP represents the deepest and most
protracted depression in recorded data, with the only possible exception
being the war-time experience associated with the German occupation of
Greece during World War II.
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IV. The Original Sin: What Happened in 2010?

How can the catastrophe in Greece be explained? Economic disasters
rarely have a single cause. They are often the outcome of the interaction
of multiple adverse circumstances and policy decisions. That said, key
contributing factors can often be separated from secondary elements. In
the context of the euro area crisis, it is particularly useful to examine the
decision making process that led to the imposition of the IMF/EU pro-
gram on Greece in May 2010 and assess the reasons for its failure.

As already mentioned, the global financial crisis exposed weaknesses
in the Greek economy, similar to problems commonly encountered in
countries forced to turn to the IMF for help. Populist spending by irre-
sponsible governments encouraged consumption over investment and
bloated the public sector at the expense of private development and
long-term growth. This led to sustained budget and current account defi-
cits. Prices and unit labor costs increased faster than the euro area aver-
age, leading to the loss of competitiveness and the overvaluation of the
real exchange rate.

Problems of this nature are quite common among countries turning to
the IMF for help. IMF programs are designed to improve internal and ex-
ternal balance and the competitiveness of the economy. IMF programs
are designed based on established principles, taking into account idio-
syncratic circumstances and conditions in the country requesting assis-
tance. The availability of loans can help countries ease the adjustment
process and well-designed programs succeed in restoring stability. IMF
lending is provided subject to conditionality. This invariably causes tem-
porary hardship and makes the IMF unpopular in the countries where it
provides assistance. With a properly designed program, however, the
hardship imposed on the people of the country requesting assistance is
smaller than conditions that would emerge without the involvement of
the IMF.

IMF programs invariably prescribe fiscal austerity. An element of aus-
terity is unavoidable to correct imbalances and restore long-term inter-
nal and external balance. Fiscal austerity tends to be among the most
sensitive elements of an IMF program, and a source of both economic
and political risk which could lead to the failure of a program. Austerity
typically creates a political backlash against any government that imple-
ments a program - an expected consequence of countries plagued by
populist politics. As a result, austerity beyond the breaking point of a
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democracy becomes counterproductive for political reasons. The imple-
mentation of austerity also requires care because fiscal consolidation is a
drag on short- and medium-term economic growth. Excessive austerity
that leads to outsized drops in production becomes counterproductive for
purely economic reasons.

Two additional factors required attention in the design of the Greek
program, both consequences of the fact that Greece was a member of the
euro area. First, the fixed nominal exchange rate vis-a-vis euro area
partners ruled out exchange rate flexibility. As a result, more of the ad-
justment burden to regain competitiveness would need to fall on the in-
ternal devaluation channel - a relative decline in domestic prices and
wages, compared to the rest of the euro area. This is a slower process
than an adjustment with a weaker currency, suggesting that a successful
IMF program might have required a more gradual fiscal adjustment pro-
cess to avoid an austerity-induced collapse in economic activity.

A more vexing issue was a relatively high initial level of debt. One con-
sequence of the flawed construction of the euro was that it created tre-
mendous leeway for successive Greek governments to engage in deficit
spending and accumulate a high level of debt before the crisis.? By the
time Greece turned to the IMF for assistance, its debt had reached
115 percent of GDP.6 Prior to the crisis, convergence of government bond
yields across all euro area member states afforded all euro area govern-
ments a relatively low cost of financing of their debt.”

Given the relatively high initial debt level (for a country requesting
IMF assistance), the IMF questioned the sustainability of Greek govern-
ment debt. Had the IMF deemed the Greek government debt unsustaina-
ble, it would have required a restructuring at the start of the program.

5 In large part, this was a consequence of lack of enforcement of the Stability
and Growth Pact, whose rules had been relaxed to accommodate transgressions
by the German and French governments in the early 2000s. The changes in the
Pact encouraged a norm of deficit spending in most member states before the cri-
sis.

6 This is the estimate for the debt to GDP ratio for 2009 that was reported in
the Staff Report on Request for Stand-By Arrangement (IMF (2010)), the docu-
ment detailing the May 2010 program. With subsequent revisions to GDP and
debt data, the IMF has revised the 2009 debt ratio to 126 percent (IMF (2015)).

7 This was caused mainly by the decision of governments to give preferential
regulatory treatment to all government debt throughout the euro area, and the
perception that European governments would not allow sovereign defaults in the
euro area, a perception which was encouraged prior to the crisis.
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Following a restructuring that would ensure debt sustainability with
high likelihood, a credible program would have demanded a fiscal con-
solidation and internal devaluation aiming to correct the fiscal and cur-
rent account deficits, as well as reforms aiming to promote an increase in
longer-run growth prospects. Following the disastrous experience with
Argentina, the IMF introduced a stricter criterion in its lending frame-
work. In addition to debt sustainability in a program’s baseline scenario,
IMF staff would need to assess that debt would remain sustainable with
“high probability” for lending to proceed without a restructuring.

Since Greece was in the euro area, direct consultation with the IMF to
design a suitable program without the involvement of other euro area
member states, was ruled out. In the event, the French and German gov-
ernments took a leading role in the design of the program that was im-
posed on Greece in May 2010.8 This transformed what could have other-
wise been an ordinary IMF program into an EU/IMF program, including
partial financing by European governments.? Participation of European
governments in the funding of the program also implied that the pro-
gram had to be approved by individual governments of the euro area and
in some cases, for example for Germany, be subject to parliamentary
hearings and approval. As a result, local political considerations in other
euro area member states were introduced into the design of the program
for Greece.

On Sunday, May 9, 2010, the IMF Board approved the negotiated pro-
gram. It provided for 110 billion euro of financing, 30 billion from the
IMF and 80 billion from EU governments.

Two elements of the May 2010 program are noteworthy for this discus-
sion: First, the determination that no restructuring of Greek debt was
needed for its success. According to the pertinent IMF staff report pub-
lished with the adoption of the program: “With disciplined program im-
plementation, Greece’s debt is expected to be sustainable in the medium

8 The extent of the French and especially the German governments’ involve-
ment has not yet been explicitly acknowledged by the IMF but has been docu-
mented extensively over the past several years. Blustein (2015) even provides de-
tails of secret talks between a small group of IMF staff members and officials of
the German and French Ministries during the design of the Greek program. He
reports that the talks, which did not include representatives of the Greek govern-
ment, were held outside IMF headquarters to avoid attracting attention.

9 The framework for cooperation foresaw the IMF working with the European
Commission, in liaison with the ECB. The three institutions became known as the
Troika.
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term, and its repayment capacity to be adequate” (IMF, 2010a, p. 20). Un-
der the IMF baseline scenario, Greek debt was projected to rise from
119 percent of GDP in 2009 to 149 percent in 2013 and subsequently de-
cline gradually to 120 percent by 2020. The staff could not assess that the
debt would remain sustainable with “high probability.” The IMF Board
circumvented this issue by introducing a “systemic exemption” to that
criterion, and focused instead on the determination that debt would re-
main sustainable in the baseline scenario.

Second, the program called for an unprecedented fiscal adjustment of
about 15 percentage points of GDP. The fiscal consolidation in the base-
line scenario saw the primary balance improving from -8.6 percent of
GDP in 2009 to +6 percent of GDP by 2014 and beyond. While the ab-
sence of exchange rate flexibility would have called for a more gradual
fiscal correction, public opinion in Germany demanded harsher measures
to facilitate parliamentary approval without discomfort for Chancellor
Merkel’s government. From the German political perspective, as long as
IMF staff could underwrite that the program could succeed, the harsher
the austerity measures the better. Despite the severe austerity that the
program imposed on Greece, the IMF deemed that the associated decline
in economic activity would be relatively benign and short-lived. Accord-
ing to the baseline scenario, while output was expected to contract in
2010-11, growth was expected to subsequently recover and reach 2 % per-
cent in 2015.

Overall, IMF staff appraisal of the program was very positive. It was
also full of praise for the Greek government: “The new Greek authorities
have risen to the challenge by embarking on a bold multi-year program
that is extraordinary in terms of the scale of planned adjustment and the
comprehensiveness of reforms.” (IMF, 2010a, p. 22-23)

In the event, the Greek economy collapsed and the IMF/EU program
failed. An autopsy of the failure is useful to determine why. To that end,
Figures 5-9 compare the baseline scenario of the May 2010 program with
subsequent outcomes of some key indicators. Data and forecasts for the
baseline scenario of the program are taken from the pertinent IMF staff
report, published in May 2010 (IMF, 2010). Outcomes are taken from the
latest available IMF World Economic Outlook, published in April 2015
(IMF, 2015).

Figure 5 compares the projected and actual paths of the government
deficit, the most important indicator of Greece’s implementation of the
program. The comparison suggests that, by and large, the austerity im-
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Figure 5: Greece: Deficit to GDP Ratio

posed on Greece was implemented by Greek authorities as planned. Fig-
ures 6 and 7, however, show that this fiscal austerity was not accompa-
nied by the relatively benign recession envisioned in the program. Rather
than peak at around 15 percent, as assumed in the program, the unem-
ployment rate jumped to over 25 percent. Rather than return to growth
in 2012, real GDP continued to decline. Measured in 2010 euro, the path
of actual real GDP has stayed about 50 billion per year below the projec-
tions of the 2010 program. The cumulative output loss so far is about a
full year’s GDP. A corresponding deviation is also documented in a com-
parison of the projected and actual paths of nominal GDP, shown in Fig-
ure 8. Finally, as a consequence of the massive collapse in production, the
debt to GDP ratio projections proved to be wide of the mark (Figure 9).

Figure 9 also shows an interesting characteristic of a subsequent disas-
trous decision imposed by euro area governments and the IMF on Greece.
This was the selective default on Greek debt in 2012 which was imposed
on Greece by euro area governments at the insistence of the German gov-
ernment once the failure of the May 2010 program became clear. An in-
teresting feature is that the restructuring of the debt in 2012 was so
ill-designed that, as shown in the figure, it caused the debt to GDP ratio
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Figure 6: Greece: Unemployment Rate
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Figure 7: Greece: Real GDP
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Figure 8: Greece: Nominal GDP
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Figure 9: Greece: Debt to GDP Ratio
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to increase rather than decline. Needless to say, with a reading close to
180 percent of GDP for 2015, the sustainability of the debt projections
presented by the IMF as of April 2015 is justifiably in doubt.

V. Alternative Narratives

What explains the massive failure of the IMF/EU program and how
has this failure been presented in Europe? An important aspect of the on-
going tragedy in Europe has been the political manipulation of reality by
politicians trying to shape public opinion in a manner favorable to their
personal interests and political aspirations. In democracies, crises offer
fertile ground for demagoguery.

A common characteristic in the narratives presented by politicians in
different member states who have a stake in government is the desire to
avoid blame and, to the extent possible, shift blame to others. The com-
peting narratives, developed and promoted by politicians in different
countries, have served to generate tremendous animosity and mistrust
among the people of Europe.

To highlight differences, it is instructive to contrast stylized alternative
narratives of the Greek disaster and ways forward, meant to summarize
recent views associated with supporters of Chancellor Merkel’s govern-
ment in Berlin and prime-minister Tsipras’ government in Athens.10

According to the Berlin narrative:

e German taxpayer money has been financing Greek profligacy since
2010.

e Greek governments since 2010 have consistently failed, despite the
generous support provided by Germany.

e Greek governments must engineer further austerity measures so they
can honor their commitments or else Greece does not belong in the
euro.

10 Alexis Tsipras became prime minister of a radical leftist government in
Greece by winning the parliamentary election held on January 25, 2015. The elec-
tion result was widely interpreted as a protest vote against the Troika mandated
policies followed by previous government since May 2010. He was the fifth prime
minister of Greece in five years, indicative of the political instability caused by
the failed May 2010 IMF/EU program.
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According to the Athens narrative:

e Germany exploited its power to block an ordinary IMF program and
instead supported a plan of action that imposed excessive debt on the
Greek people.

e The austerity policies forced on Greece by the German government
through the Troika have pushed Greece into a debt trap.

e The German government should accept its responsibility and agree to
a compromise that eases the debt burden of Greece.

Who is right? Arguably, there are elements of truth as well as distor-
tions in both narratives. For example, the fact that Greek governments
have implemented the austerity foreseen in the 2010 program, as shown
in Figure 5, suggests that pinning all the blame for the failure on Greece
is misplaced and raises questions about the design of the program. Given
that the German government had insisted on imposing unprecedented
austerity on Greece in 2010, there is at least some merit to the argument
that Germany is partially responsible for the resulting debt trap that
emerged in Greece. On the other hand, Greek governments agreed to im-
plement the 2010 program and subsequent decisions, and have been gov-
erning the country throughout this period. In addition, there were ele-
ments of the program beyond austerity that were not implemented as
faithfully and might also have affected the outcome.

If the Greek government broadly honored its fiscal consolidation com-
mitments, why did the program fail? Was it bad luck or was the program
doomed to fail from the start? If the program was doomed to fail, was
this risk understood by its proponents, or was the flaw an outcome of
bad analysis, reflecting an honest error in judgment? Did other consider-
ations enter the program’s design, beyond the elements encountered in
an ordinary IMF program?

VI. What Was the Troika Program About?

What caused the original sin? An interview with former Bundesbank
President Karl Otto Pohl, published by Spiegel on May 18, 2010, just one
week after the Troika program was decided, provides a troubling answer.
Pohl expressed serious doubts of the wisdom of the design of the May
2010 Greek program. He questioned the IMF’s assessment that the pro-
gram would succeed as designed and the associated judgment that Greek
debt was sustainable. In his view, the debt was unsustainable and a bet-
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ter approach to resolve the Greek crisis would have included a restruc-
turing of the Greek debt which would have also lightened the burden
imposed on the Greek people. Similar views were expressed by other ob-
servers and analysts at the time.11

Asked about the program, Pohl disputed official explanations that had
been advanced by Chancellor Merkel’s government about its rationale
and observed: “It was about protecting German banks, but especially the
French banks, from debt write offs,” (Pohl, quoted in Reuter (2010)). This
was a startling and controversial statement.

It was widely known at the time that euro area financial institutions, in
particular German and French banks, were greatly exposed to Greek sov-
ereign debt. On May 7, 2010, Bloomberg had reported that according to
BaFin, the German financial regulatory agency, German financial institu-
tions alone held 43.4 billion euro of Greek government debt (Kirchfeld
(2010)). On May 8, 2010, the Financial Times had reported that German
and French banks and insurance groups together held just under 80 bil-
lion euro of Greek government debt (Oakley (2010)). A restructuring of
Greek debt would have forced significant losses on these institutions. Fur-
thermore, a restructuring of Greek debt could have led to contagion, re-
ducing the market value of the debt of other euro area member states that
was held in large volume by German and French financial institutions.

Views varied regarding the desirability of imposing losses on the pri-
vate sector as a means to resolve the Greek crisis. Some argued that im-
posing such losses was desirable to avert moral hazard by the banks. A
key reason why Greek governments had been able to run irresponsible
deficit-financed populist policies prior to the crisis was the strong appe-
tite for Greek debt by German and French financial institutions, in par-
ticular. In Germany, public opinion was supportive of “punishing” behav-
ior that could be painted as “irresponsible” and Chancellor Merkel’s gov-
ernment appeared to be supportive of rhetoric along these lines. But
would the German government encourage a plan that imposed losses on
German banks or was the anti-bankers rhetoric simply meant to attract
positive public opinion? The strong appetite for Greek debt by euro area
banks had been induced by the euro area governments themselves. The
regulatory framework that had been created by the governments treated
all euro area sovereigns as zero-risk-weight assets, from a capital re-

11 These include Buiter (2010), Eichengreen (2010), Kirkegaard (2010), Mussa
(2010), Wolf (2010), and Wyplosz (2010).
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quirement perspective, and exempted them from regulations regarding
large exposures.12 Furthermore, given existing concerns about the fragil-
ity of financial institutions in Europe in the aftermath of the global fi-
nancial crisis, it would be unwise to impose losses on them that might
trigger financial instability.

A Greek program that did not involve a restructuring of Greek govern-
ment debt would have protected German and French financial institu-
tions from losses. To the extent this was just a beneficial side effect of a
well-designed program for Greece that did not require debt restructuring
this would have not been objectionable. But Pohl’s remark suggested that
protecting the French and German banks was not a side effect but rather
the central objective of the design of the Greek program. Did European
governments intervene against the restructuring of Greek debt to protect
specific banks from losses? This concern had been raised already three
months before the May 2010 program was finalized. As Charles Wyplosz
(2010) put it on February 4: “Rumour has it that some large German and
French banks have a significant exposure to Greek debt. ... France and
Germany can allow Greece to default, but not some big, systemically im-
portant European banks.” Beyond Europe, and regardless of the objec-
tives of the French and German governments, equally troubling questions
could be raised about the role of the IMF. Could an IMF program have
been deliberately designed, not to help Greece, the country that had
sought IMF assistance, but rather other interests?

VII. IMF Mischief?

In June 2013, the IMF published an ex post evaluation of the failed
May 2010 program that provided a valuable assessment of what had gone
wrong (IMF, 2013b). The report pointed to critical technical errors such
as overly optimistic assumptions: “the baseline macro projections can
also be criticized for being too optimistic.”13 An implication was that the

12 This continues to be the regulatory framework in Europe, even after recent
revisions in the Capital Requirements Directive and despite the decision by euro
area governments to impose a haircut on Greek debt in 2012. Bundesbank Presi-
dent Jens Weidmann (2013) observed that this may be a case of the “principle of
unripe time.”

13 This had been preceded by an important unofficial admission of error, in the
form of a working paper co-authored by the Chief Economic Councilor.
Blanchard/Leigh (2013) reported that the fiscal multipliers assumed in projecting
the response of output to austerity by the IMF during the crisis had been too

Credit and Capital Markets 4/2015



The Euro Area Crisis Five Years After the Original Sin 555

original assessment that debt would remain sustainable in the baseline
scenario was incorrect. However, the report noted that IMF staff had
made clear from the outset that risks were such that debt was “not judged
to be sustainable with high probability” which would have recommend-
ed ex ante debt restructuring. Instead, the report noted that debt restruc-
turing was “ruled out by the euro area.” A “systemic exemption” was in-
troduced to the lending framework as a justification. One reason cited
for avoiding a restructuring was that “restructuring risked contagion to
other members of the Eurozone.” Another was that a “rescue package for
Greece that incorporated debt restructuring would likely have difficulty
being approved, as would be necessary, by all the euro area parliaments.”
In the event, according to the report, the program served as a “holding
operation” that “gave the euro area time to build a firewall to protect
other vulnerable members and averted potentially severe effects on the
global economy.” Among possible lessons, the report noted that:

“Earlier debt restructuring could have eased the burden of adjustment on

Greece and contributed to a less dramatic contraction in output. The delay pro-

vided a window for private creditors to reduce exposures and shift debt into

official hands. This shift occurred on a significant scale and left the official sec-
tor on the hook.” (IMF, 2013b, p. 33)

Indirectly, the IMF’s assessment admitted that had Greece not been in
the euro area, the May 2010 program would have included a debt restruc-
turing, less severe austerity and a less dramatic recession. Instead, this
was “ruled out by the euro area,” providing private creditors the time
needed to “shift debt into official hands” which burdened even more the
Greek people.

The report did not explain which government(s) in the euro area ruled
out the restructuring. In addition, it did not explain who had benefited
the most by deviating from the prevailing framework nor whether the
catastrophic consequences for Greece were understood at the time.

Additional information that shed light on these questions became
available in October 2013, when the Wall Street Journal published confi-
dential documents reporting details of the May 9, 2010 IMF Board meet-
ing (Wall Street Journal (2013), Catan/Talley (2013)). The details revealed
severe disagreements among IMF board members and a thorough under-
standing of the adverse implications of the program for Greece, suggest-
ing that the IMF knew that the program was doomed to fail.

small, which implied the underestimation of the recessionary consequences of
austerity.
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Interventions at the meeting by members of the Board outside the euro
area are characteristic. According to the Wall Street Journal, India’s ex-
ecutive director, remarked:

“The scale of the fiscal reduction without any monetary policy offset is unprec-

edented ... [It] is a mammoth burden that the economy could hardly bear. Even

if, arguably, the program is successfully implemented, it could trigger a defla-
tionary spiral of falling prices, falling employment, and falling fiscal revenues
that could eventually undermine the program itself. In this context, it is also
necessary to ask if the magnitude of adjustment ... is building in risk of pro-
gram failure and consequent payment standstill ... There is concern that de-
fault/restructuring is inevitable.” (Arvind Virmani quoted in WSJ (2013))

The intervention of Brazil’s executive director all but confirmed what
Karl Otto Pohl publicly identified a few days later as the true objective
of the program:

“The risks of the program are immense ... As it stands, the program risks sub-

stituting private for official financing. In other and starker words, it may be

seen not as a rescue of Greece, which will have to undergo a wrenching adjust-
ment, but as a bailout of Greece’s private debt holders, mainly European finan-

cial institutions.” (Paulo Nogueira Batista quoted in WSJ (2013))

And Argentina’s executive director concluded that Greece would likely
end up worse off as a result of the program:

“The alternative of a voluntary debt restructuring should have been on the ta-

ble ... The European authorities would have been well advised to come up with

an orderly debt restructuring process. The bottom line is that the approved

strategy would only have a marginal impact on Greece’s solvency problems ... It

is very likely that Greece might end up worse off after implementing this pro-

gram.” (Pablo Andrés Pereira quoted in WSJ (2013))

Since so many members of the IMF Board had recognized that the pro-
gram was doomed to fail and likely cause harm to Greece while benefit-
ing German and French banks, why was the program approved?

One possible answer is the outsized influence of the governments of the
largest euro area member states in managing the IMF. By tradition, since
the founding of the IMF, the Managing Director has always been selected
from a European nation. Since the creation of the euro in 1999 all Man-
aging Directors came from one of the largest euro area member states. In
2010 Managing Director was a French politician, Dominique Strauss-
Kahn, who was widely expected to be a leading candidate in the French
Presidential election scheduled for 2012.14

14 Following his resignation in 2011, he was replaced by yet another French pol-
itician, Christine Lagarde, who had served as Finance Minister of France when
the failed IMF/EU program for Greece was designed.
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Another possible answer is that the euro area governments that had
shaped the program may have given reasons at the meeting that made it
appear more palatable. An internal IMF memorandum about the meeting
that was disclosed in El Pais on February 1, 2014 is suggestive (Doncel
(2014)). According to the memorandum, although debt restructuring had
been ruled out, an informal agreement had been reached between some
euro area governments and banks for a contribution by the banks to the
financing of the program.

“The Dutch, French, and German chairs conveyed to the Board the commit-

ments of their commercial banks to support Greece and broadly maintain their
exposure.” (IMF, 2010b)

Effectively, the German, French and Dutch governments communicated
an informal commitment that, if honored, would have strengthened the
odds of success of the program.

For the German government, in particular, the ability to claim that
banks were somehow contributing to the Greek program had political
benefits as it aligned with public sentiment that “irresponsible” banks
should be “punished” and deflected attention from the unpopular contri-
bution of the governments - that is taxpayer money — to management of
the crisis. On May 7, 2010, while the German parliament was debating
Germany'’s role in the Greek program, Bloomberg reported that the Ger-
man Finance Ministry had announced that:

“German financial companies including Deutsche Bank AG and Allianz SE

agreed to provide 8.1 billion euros in financing to Greece to bolster the
debt-stricken nation.” (Kirchfeld (2010))

The Ministry explained that German financial companies would re-
place maturing bonds with new purchases and replace expiring credit
lines with new financing over the subsequent three years — the duration
of the Greek program.! In addition to the companies that had agreed to
provide support to the Greek government, all other German credit insti-
tutions and insurers were encouraged “to provide a contribution to posi-
tively help Greece’s adjustment process.”

Reality proved to be quite different. Once the Troika program was ap-
proved and the restructuring of their holdings of Greek debt avoided,
German and French banks started to quietly sell their holdings of Greek
government debt. This included German financial institutions that had

15 Deutsche Bank’s CEO - Josef Ackerman, was reported as having spearheaded
“private-sector fundraising” to help Greece.
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been specifically named by the German Finance Ministry as having
agreed to “positively help Greece’s adjustment process.”

Available information suggests that IMF management was fully aware
that the Greek program approved by the IMF Board on May 9, 2010 was
doomed to fail and already planned for subsequent modifications. On
May 13,2010, IMF Managing Director Dominique Strauss-Kahn commu-
nicated to a representative of the Greek government that the program
needed to be extended beyond the three-year horizon foreseen in the
agreement and, critically, that a restructuring of the debt should be con-
sidered.16 That is, at the same time IMF management was changing the
lending rules so that the program imposed on Greece would not include
a restructuring, the Managing Director himself was preparing just that,
but for a later time.

Overall, the information that has become available over the past five
years raises doubts about the independence and integrity of the process
leading to the underwriting of the program by IMF staff, including the
baseline macroeconomic projections and the associated determination
that Greek debt was expected to be sustainable. It strongly suggests that
the failure of the May 2010 IMF/EU program was not accidental and
confirms concerns that had been expressed at the time that the program
had been deliberately designed not to help Greece, the country that had
sought IMF assistance, but primarily to serve other interests. The Ger-
man and French governments used their leverage to guide a process that
avoided a restructuring of Greek debt that would have led to substantial
losses by German and French financial institutions. They secured support
by other governments and the approval of a flawed program by the IMF
Board, despite vocal objections. Subsequently, the German and French
governments failed to honor commitments apparently communicated to
the IMF Board in the process of securing the Board’s approval for the
program.

VIII. The Systemic Exemption

The original sin of the crisis would not have been possible, had the IMF
not circumvented its own established rules by introducing a “systemic
exemption” to its lending framework. One of the criteria for IMF lending

16 Details of this and other meetings are recounted in a book published in 2012
by Panayiotis Roumeliotis, who had served as the representative of the Greek gov-
ernment at the IMF at the time. (Roumeliotis (2012), p. 147-148)
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under the existing framework when Greece sought assistance was that “a
rigorous and systematic analysis indicates that there is a high probabili-
ty that the member’s debt is sustainable in the medium term.” Since IMF
staff could not assess that Greek debt would remain sustainable “with
high probability” this criterion was not met. But, at the insistence of the
German and French governments, the IMF proceeded with a program
that ruled out debt restructuring. To achieve this, the IMF created an ex-
emption to the “high probability” requirement for assessing sustainabil-
ity when it deemed that “there is a high risk of international systemic
spillovers.” (IMF, 2013a) This exemption provided the IMF with wide dis-
cretion in deciding when to follow and when to circumvent its own rules.
It also highlighted that earlier safeguards that were meant to promote
good practices in IMF lending had failed (Schadler (2013)).

Was the systemic exemption a mistake? Should the IMF have insisted
on the restructuring of Greek debt at the outset of the program, instead
of invoking this exemption?

The answer is not straightforward. Ultimately, it depends on the objec-
tives of the program. If the objective was to help Greece, the country that
had requested assistance, then the answer is simple. Instead of the adopt-
ed program, the IMF should have insisted on a program that included a
restructuring of the debt. In his May 2010 Spiegel interview, Karl Otto
Pohl argued that Greek debt should have been restructured to reduce it
by one third. Using this as an example, we can make some informative
comparisons with the adopted program. According to the Bruegel dataset
of sovereign bond holdings (Merler/Pisani-Ferry (2012)), at the end of
2009 Greek sovereign debt outstanding amounted to 273 billion euro, of
which only one quarter was held in Greece. The other three quarters,
about 203 billion, was held outside the country, mostly by financial insti-
tutions in Europe. A reduction by a third would have eased the debt bur-
den by over 90 billion euro. This is greater than the contribution of the
EU in the adopted EU/IMF program. Even if the Greek government used
some of the proceeds to compensate losses to domestic residents, and
thus benefited fully only from the restructuring of foreign-held debt, the
debt burden would have been reduced by at least 67 billion euro.

Had a restructuring of this magnitude been implemented in early 2010,
the IMF could have financed the Greek program without the involvement
of EU governments. The incentives to design a program doomed to fail
would have been removed. Greece would have been better off.
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However, the risk of contagion associated with a restructuring should
not be easily dismissed. The banking system in a number of euro area
member states, importantly Germany, remained fragile in the aftermath
of the global financial crisis. In addition to the direct hit on bank capital
imposed by a restructuring of Greek debt, an indirect hit would be ex-
pected on holdings of bonds of other euro area member states whose
prices would be expected to register significant declines.

The loss for the euro area as a whole would likely have exceeded the
total benefit expected to accrue to Greece from the restructuring. Some
banks would have collapsed. As an example, consider the case of Hypo
Real Estate (HRE), a bank that had been bailed out by Chancellor
Merkel’s government earlier in the crisis and had been nationalized in
2009. At the time, HRE had exposures of about 10 billion euro in Greece,
including 8 billion euro of Greek government debt. But it also had expo-
sures of 58 billion euro in Spain, Portugal and Italy combined (Oakley
(2010). If a restructuring by one third on Greek debt led to a 10 percent
drop in the value of holdings in Spain, Portugal and Italy, the indirect hit
on the value of HRE’s assets would have exceeded the direct loss due to
the restructuring. The combined losses would have necessitated another
bailout for HRE, with quite adverse economic and political implications
in Germany.l” Given the widespread anti-bank sentiment, a second bail-
out of HRE, while HRE was already under the management of Chancel-
lor Merkel’s government, could have generated such public outcry to
amount to political suicide for Chancellor Merkel.

If a key objective of the Greek program was to protect the euro area as
a whole from the expected contagion-induced losses that would be asso-
ciated with a restructuring, then invoking a systemic exemption to allow
the Greek program to proceed without a restructuring was not necessar-
ily a mistake. However, this does not imply that the adopted program was
the proper solution.

Returning to the basics of crisis management, recall the key question:
Who pays? The distribution of losses matters. From a distributional per-
spective, Greece should not have been forced to bear the additional cost
associated with deviating from the IMF’s established procedures, even if
the deviation was desirable from an efficiency perspective for the euro

17 Blundell-Wignall/Slovik (2011) present informative comparisons of the ex-
posures and vulnerabilities of individual banks to periphery sovereigns. In Ger-
many, the biggest risks appeared in state-controlled banks.
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area as a whole. If efficiency demanded that the IMF deviate from its
normal guidelines on the Greek program to reduce losses on stakeholders
in other member states, these other member states should have been
asked by the IMF to compensate Greece so as to avoid forcing the coun-
try to bear the additional cost.

For concreteness, consider again Karl Otto Pohl’s proposal to reduce
Greek debt by one-third which, counting only the debt held outside
Greece, would have reduced the Greek debt outstanding by 67 billion eu-
ro. Rather than rule out the restructuring and shift the burden to the
Greek people, the IMF could have given other euro area governments a
choice. Pay 67 billion euro in exchange for deviating from the rules and
avoiding a restructuring, or come to terms with the consequences of the
restructuring which would proceed according to the established rules.

The mistake committed by the IMF in May 2010 was not the introduc-
tion of a “systemic exemption” to its lending framework per se. In May
2010, the risk of contagion constituted a legitimate concern for the euro
area as whole. The real mistake was that the IMF allowed the “systemic
exemption” to be used as a pretext for shifting crisis-related losses from
stakeholders in other euro area member states — importantly German
and French financial institutions — to the Greek people.18

The original sin was to compromise the IMF’s rules-based lending
framework to create room for discretion that could be exploited by cer-
tain euro area governments to serve their own narrow interests to the
detriment of the country that had requested assistance, and ultimately to
the detriment of the euro area as a whole. The original sin created an un-
fortunate precedent that guided IMF decisions regarding the euro area
crisis under the direction of both Dominique Strauss-Kahn and Chris-
tine Lagarde. As former IMF official Ousmene Mandeng put it later: “key
IMF programme decisions are taken outside the fund” (Mandeng (2013)).
Under Dominique Strauss-Kahn and Christine Lagarde, the credibility
and effectiveness of the IMF were severely compromised.

18 The IMF has acknowledged that the systemic exemption is “perceived to be
inequitable and excessively open-ended” and has been reviewing possible reforms
to its lending framework. (IMF (2014))
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IX. Who Is to Blame for the Disaster in Greece?

There is no denying that Greek government policies started the prob-
lem in Greece. By 2010, sizeable imbalances had developed, the country
lived beyond its means and a correction was needed. Flaws in the con-
struction of the euro amplified the problem by allowing excesses to get
bigger than would have been feasible outside the euro area before the
crisis.

Whatever the reasons for the failure in Greece after it joined the euro,
the problem Greece faced in early 2010 was not unusual, when compared
to problems of other countries that turn to the IMF for help. Had the
governments of key euro area member states not interfered with the pro-
cess, and had the IMF designed a program for Greece that respected its
own rules, the crisis in Greece would almost surely have been resolved
long ago without the destruction observed over the past five years.

Instead, a program that was known to be doomed to fail was imposed
on Greece. Prevailing rules were not respected. New rules were devised
and implemented to protect specific interests outside Greece. The pro-
gram succeeded in protecting German and French financial institutions
from financial losses and Chancellor Merkel’s government from political
cost but led to a catastrophe in Greece.

Uncomfortable questions remain:
e What is the responsibility of other euro area governments?
e What is the responsibility of European institutions?

e Who should bear the cost of the catastrophe in Greece?

X. A Threat to Europe

Five years after the original sin, the collapse of Greece is continuing.
The crisis in Greece is a symptom of a wider problem. Member states
that joined the euro area relinquished national crisis management tools.
This makes euro area member states perceived as weak exceptionally
vulnerable to exploitation by member states perceived as strong. The
ease with which the euro was exploited to shift crisis-related costs from
one member state to another in May 2010 created a precedent that
dominated throughout the euro area crisis. The precedent invited ex-
ploitation of the weak by the strong, violating fundamental principles
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and European ideals and creating resentment and mistrust among the
people of Europe.

The IMF could have helped contain the crisis and resolve it effectively.
Instead, undue influence of key euro area governments on the IMF ren-
dered the role of the IMF counterproductive.

Five years after the original sin, the European establishment continues
to be in denial of the true nature of the euro area crisis. No effort has
been made to stop governments in one state from inflicting harm to other
states. No effort has been made to compensate those who have been
wronged by the exploitation that has already taken place. The ongoing
mismanagement of the crisis has generated winners and losers, both
among member states and among politicians in various member states.
The current framework has encouraged conflict over cooperation. This
has proven disastrous for the euro area as a whole and ultimately for
Europe.

In its current form, the euro poses a threat to the European project.
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